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FOMC MEETING 
JANUARY 8-9, 1980 

REPORT ON OPEN 
MARKET OPERATIONS 

Reporting on open market o p e r a t i o n s ,  Mr. S t e r n l i g h t  

made t h e  fol lowing s t a t emen t .  

Desk  o p e r a t i o n s  s i n c e  t h e  November 2 0  meetinrj have 

been geared  t o  p rov id ing  r e s e r v e s  t o  suppor t  growth r a t e s  of 

5 p e r c e n t  f o r  M1 and 8 1/2 p e r c e n t  for M2 f r o m  October th rough 

December, w i t h  similar rates t o  con t inue  i n t o  t h e  e a r l y  January  

p e r i o d .  I n  f a c t ,  monetary growth r a n  somewhat under t h e s e  r a t e s  

p r e f e r r e d  by t h e  Committee. A s  of t h i s  p o i n t ,  it i s  e s t ima ted  

t h a t  MI growth was a t  a ra te  s l i g h t l y  over  3 p e r c e n t  and M2 a t  

a b o u t  6 p e r c e n t  f o r  November-December. Agains t  t h i s  background, 

d i s c o u n t  window borrowing tended  t o  d e c l i n e  as t h e  Desk sought  

t o  meet--or even more t h a n  meet--nonborrowed r e s e r v e  pa th  l e v e l s .  

Th i s  might have  been expec ted  t o  produce an e a s i n g  

tendency  i n  t h e  money market ,  but  as it worked o u t  t h e  money 

marke t  w a s  somewhat f i r m e r  i n  t h e  la t ter  p a r t  of t h e  i n t e r v a l  

t h a n  i n  t h e  e a r l y  p o r t i o n ,  a t  l eas t  p a r t l y  because of exception- 

a l l y  l a r g e  demands for  excess r e s e r v e s  around t h e  year-end 

h o l i d a y  weeks. Although path l e v e l s  w e r e  r e v i s e d  t o  i n c o r p o r a t e  

h i g h e r  l e v e l s  of demand for  e x c e s s  reserves as t h e s e  became 

known, our  knowledge tended  t o  l ag  behind t h e  a c t u a l  development 

of t h a t  demand. 

I n  t h e  f i rs t  p o r t i o n  of t h e  p e r i o d ,  t h e  four-week 

b l o c k  ended December 1 9 ,  t o t a l  r e s e r v e s  tu rned  o u t ,  on ave rage ,  
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about $40 million above path and nonborrowed reserves about 

$80 million above path, if one counts as nonborrowed reserves 

a particular late-in-the-day borrowing caused by a computer 

problem. Borrowing averaged very close to the $1.7 billion 

figure anticipated as appropriate for purposes of constructing 

the nonborrowed reserve path when the period was beginning. 

By the latter part of that four-week subperiod, however, the 

Desk was actually aiming for levels of nonborrowed reserves 

consistent with borrowing of around $1.5 billion, essentially 

as a result of the slower growth in monetary aggregates and 

hence of demand for reserves. During that first four-week 

block, changes in reserve multipliers were minor and in- 

sufficient to warrant any change in the average four-week 

path. The funds rate averaged about 13 1/2 percent during 

those four weeks--right in the middle of the Committee's 

broad 11 1/2 - 15 1/2 percent range. 
In the subsequent three weeks, which ends tomorrow, 

our path-finding efforts were complicated by greater changes 

in reserve multipliers and hard-to-predict surges in demand 

for excess reserves that were probably due in part to effects 

of the Christmas and New Year's holidays and statement date 

pressures. Paths for total and nonborrowed reserves were 

adjusted as the period progressed to allow for significant 

changes in reserve/deposit multipliers and, as mentioned 

earlier, for the unusual bulges in excess reserves. With 

demand for  total reserves expected to fall considerably short 
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of path because of the weak cJrowth in deposits, a further 

modest upward adjustment of $150 million was made in the 

path for nonborrowed reserves to provide some supply-side 

encouragement to deposit growth, in order to encourage total 

reserves to approach path more closely. As this latest 

three-week subperiod has unfolded, the Desk aimed for levels 

of nonborrowed reserves consistent with borrowings in the 

area of $1.1 to $1.3 billion. At times, however, it has 

been difficult to gauge just how much borrowing would emerge 

under given conditions of reserve availability and this has 

been a complication in day-to-day operations. The current 

week, especially, has presented some surprises as borrowing 

has averaged only a little over $600 million even though 

Federal funds have been around 14 percent. 

As estimated at this point, total reserves in the 

three-week block ending tomorrow may be about $200 million 

below path, with nonborrowed reserves probably a little above 

their upward-revised path. Up to today, borrowing in this 

three-week period has averaged about $1,150 million, while 

the Federal funds rate averaged about 13.80 percent. 

On balance, the System was a substantial net provider 

of reserves since the November meeting, as seasonal forces-- 

especially currency in circulation--absorbed reserves in size. 

The Committee provided a temporary.enlargement to the leeway 

for net change in outright holdings of Treasury issues between 

meetings, and the Desk used a portion of this added leeway in 
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meeting some of the needs around the year-end period. The 

System bought $ 6 2 0  million of Treasury coupon issues in the 

market, nearly $1.7 billion of bills in the market, and a 

net of about $750 million of bills from foreign accounts, 

after allowing for sales of about $ 2 0 0  million today. 

Repurchase agreements and matched sale-purchase transactions 

were used flexibly from day-to-day to adjust reserve avsil- 

ability in line with desired path values. 

In the next few weeks there is likely to be some 

reversal of seasonal forces that absorbed reserves late last 

year, and this may well provide some opportunity for outright 

sales of securities, while still meeting the Committee's' 

reserve growth objectives. 

Financial markets regained considerable composure 

during the recent period as participants accumulated more 

experience in coping with the System's new approach to 

operations. There is still likely to be greater volatility 

than before the change, however, as participants are still 

somewhat uncertain about particular Desk moves, while other 

external events such as the Middle East situation have 

scarcely been a calming influence. On balance, interest 

rates worked their way irregularly lower in most sectors 

over the periad, influenced particularly by indications of- 

a slowing economy, moderation in growth of aggregates. and 

the view early in the period that the System was at least 

. 
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tolerating and perhaps encouraging less stringent money 

market conditions. The moves were by no means one-way, 

though, as the market was also affected at times by reports 

that the economic situation was not really all that weak, 

that inflation remained very strong, and that the dollar 

remained limp. Disturbing international political news 

and the renewal of gold fever in more virulent form added 

further depressing influences. 

Over the period, Treasury coupon issues were down 

in yield by about 2 5  to 7 0  basis points for intermediate 

issues, and by about 10-12 basis points for long-term bonds. 

Yields on tax-exempts were down more modestly, while corporate 

bonds were little changed, despite a moderate supply of new 

issues. Dealer positions in over-1-year issues fluctuated 

around a net even position as dealers prepared for new issues 

by going short, then took on supply at auctions and worked 

it down subsequently. Current positioning strategy seems to 

reflect a "stay close to shore" approach in light of all the 

uncertainties about the economy and the world political 

situation. 

In the bill area, 3-month rates were little changed 

on balance, while the 6-month issues were down about 1/4 

percent and longer bills down around 1/2 percent in yield. 

The different performance may have reflected Treasury financing 

and Desk activity to some extent, as the Treasury added to 

supplies of short bills while Desk purchases, especially for 
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customer accounts, tended to favor longer bills. In yester- 

day's 3-month auction the average yield was 11.94 percent, 

virtually the same as just before the last meeting. The 

6-month issues went at 11.86 percent yesterday compared with 

about 12.04 before the November meeting. 

Other short-term rates generally declined over the 

period. Commercial paper was down about 25-70 basis points, 

while CD's were down similarly. Most banks cut their prime 

rate from 15 3/4 to 15 1/4 percent, and a few went to 15 

percent. 

The Treasury was a substantial borrower during the 

past seven weeks, raising nearly $5 billion through sales of 

coupon issues, and some $8 1/2 billion through bills. Later 

this month the Treasury will announce plans to refund about 

$ 7  billion of February 15 maturities, and probably raise 

some new funds as well. The public holds about $ 4 . 6  billion 

of the maturing issues. The System holds about $1 3/4 billion 

of the maturing issues and we would expect as usual to exchange 

these for new issues. 

Summarizing net outright operations for all of 1979, 

System holdings were up by $7.1 billion--comprised of increases 

of $3.1 billion in bills, $3.7 billion in Treasury coupon 

issues and $0.3 billion in Federal agency issues. 



Notes for FOMC Meeting 

January 8,1980 

Scott E. Pardee 

Mr. Chairman, since the last meeting of the FOMC, the dollar has declined across-the- 

board against major currencies. It has fallen by 3 percent against the German mark, 4 percent 

against the Swiss franc and pound sterling, and 5 percent against the yen. Under the 

circumstances, we can only be relieved that the result has not been worse. 

There has been very little positive news for the dollar. The U.S. trade balance remains 

in substantial deficit; and given the latest round of oil price hikes by OPEC members and other 

oil-producing nations, hopes for significant improvement over the near term have diminished. 

The U.S. inflation rate remains excessively high, and again partly because ofthe oil price 

increases, few in the market expect an improvement over the next months. The dollar’s decline 

over recent months will also work to put upward pressure on prices within the United States. 

By contrast, Germany and Switzerland have rates of inflation, which while high by their 

standards, are still half ours. Market participants are confident that they, and others, will do 

what is necessary to bring down their inflation rates. 

As I indicated last time, the only positive element for the U.S. right now is the Federal 

Reserve’s October 6 package. In the absence of those measures and the resulting higher 

interest rates in this country, I am sure that the dollar’s decline over the past three months 

would have been much greater and the atmosphere much grimmer. Even so, widespread 

doubts remain in the exchange market about the Federal Reserve’s resolve. As Governor 

Wallich noted yesterday, despite repeated lectures from Federal Reserve officials that the 

degree of restraint should be measured mainly by the growth of the monetary aggregates rather 

than interest rates, many market participants are unwilling to accept what we say at face value. 

Whenever interest rates have eased back here over the past weeks concern immediately 

emerges in the exchanges. The fear is that U.S. interest rates will be allowed to fall once again 

below current or expected rates of inflation for the United States or that the interest 

differentials will narrow once again between the United States and, particularly, Germany. 

The major forces behind the decline of the dollar are of course more political than 

economic. Iran continues to  hold the hostages. The U.S. freeze of Iranian assets remains on. 
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The Bank Markazi has embarked on a steady program of diversification out of dollars through 

foreign commercial banks and even going so far as to ask the central banks of Libya and 

Algeria to act as agents in washing the Bank Markazi’s name. Diversification by other OPEC 

holders has also been somewhat greater than usual, but more out of [unintelligible] than out of 

malice toward the dollar. The Soviet invasion of Afghanistan was initially interpreted as a sign 

0fU.S. weakness and weighed on the dollar. Concern over the international political situation 

has of course played a major part in the latest upsurge in the gold price, which rose from some 

$389 an ounce at the time of the last FOMC meeting to as high as $680 an ounce in Hong 

Kong earlier this week. In that market as well, Middle East official and private interests have 

been a major factor. Inflationary expectations are clearly still an element in the market for gold 

as well as in many other commodity markets. 

Under the circumstances, we have had to adopt a defensive intervention approach. We 

have wanted to avoid taking on the Iranians or other diversifiers head on, since a sustained 

effort to hold a particular level could be very costly in terms of our ammunition. At the same 

time, we have wanted to avoid the impression that we are backing away or reverting to benign 

neglect. Thus, we have been out of the market on most days, but when we are in we have been 

forceful. Since much of the pressure has come out of the Middle East, some of our largest, and 

perhaps most effective operations, have been overnight in Hong Kong and Singapore. Our 

operations have been closely coordinated with the Bundesbank, which has been very helpful in 

its own intervention. 

Overall, during the period the Desk sold $1.1 billion of German marks in the market, of 

which some $590 million was for System account. At the same time, the Bundesbank passed 

to us enough marks from its capital export conversion program so that we were able to repay 

more than we drew on the swap line, reducing debt from $3.3 billion to $3.1 billion. We also 

have sold $22.7 million equivalent of Swiss francs, drawn under the swap with the BNS. 



James L. Kichline 
January 9, 1980 

FOMC BRIEFING 

Economic activity now appears to have expanded somewhat in the 

fourth quarter of last year while inflation continued at a rapid pace. 

the time of the November FOMC meeting the staff had anticipated a decline 

in activity for the quarter, but consumer spending once again apparently 

was a good deal stronger than we had anticipated and there likely was a 

bit higher level of exports and government purchases as well. Never- 

theless, evidence of economic weakness emerged during the quarter and the 

staff believes that activity currently is declining. 

At 

At the present time relatively little firm evidence exists on 

economic developments in December. For the consumer sector last month, 

reports by the major chains and other information give a mixed picture, 

suggesting that retail sales probably were not strong in real terms. Auto 

sales perked up from the very low rate in November, with sales of domestic 

models spurred by a return of rebates and dealer incentives. However, the 

domestic auto market generally remains weak, and producers have been making 

sizable cuts in their production schedules. For  last quarter as a whole real 

consumer expenditures are estimated to have risen about 3 percent at an annual 

rate. Income to support those expenditures was generated by appreciable gains 

in employment in October and November--notably in trade and service industries. 

But consumers also had to rely on a reduced personal savings rate in order to 

maintain spending patterns, and the savings rate is estimated to have fallen below 

4 percent for the first time since the Korean War. 

Important forces at work in the economy are running against sustained 

growth of real persona1 consumption expenditures. Income generating 
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f o r c e s  o u t s i d e  t h e  consumer s e c t o r  a r e  weakening and the consumer s e c t o r  i n  

the aggrega te  appears t o  have l i t t l e  f i n a n c i a l  f l e x i b i l i t y  l e f t ,  given the  

a l r eady  low savings r a t e  and high debt burdens. Moreover, t h e r e  a r e  i n  pros-  

pec t  cont inuing  d ra ins  of income t o  t h e  f e d e r a l  s e c t o r  through both inc reases  

i n  s o c i a l  s e c u r i t y  con t r ibu t ions  and the  e f f e c t  of a progress ive  t ax  system 

app l i ed  t o  i n f l a t i n g  incomes. And, t h e r e  w i l l  be a s i z a b l e  amount of income 

dra ined  o f f  by OPEC and domestic o i l  companies. P red ic t ing  consumer behavior  

i s ,  of course ,  a hazardous a f f a i r  but  the  reasons arguing f o r  a downturn i n  

consumer spending have become inc reas ing ly  compelling. The s t a f f  f o r e c a s t  

embodies a drop i n  r e a l  consumer purchases t h i s  q u a r t e r  and on i n t o  1981. 

Developments i n  the  investment s e c t o r  gene ra l ly  have been about as expected. 

Res iden t i a l  cons t ruc t ion  expendi tures  continued t o  dec l ine  l a s t  q u a r t e r  i n  real 

terms,  a s  they had i n  a l l  of 1979. I n  November housing s t a r t s  dec l ined  1/4 

m i l l i o n  u n i t s  a t  an annual  r a t e  t o  1-11? m i l l i o n  u n i t s ,  and w e  expect t h a t  

they dec l ined  f u r t h e r  i n  December. There i s  a t  p r e s e n t  no shor tage  of r e p o r t s  

i n d i c a t i n g  l i k e l y  f u r t h e r  dec l ines  i n  housing s e c t o r  a c t i v i t y ,  and our f o r e -  

c a s t  i n d i c a t e s  d e c l i n e s  i n t o  t h e  sp r ing .  Over t h e  remainder of the  f o r e c a s t  

horizon housing i s  p ro jec t ed  t o  be a source  of s t r e n g t h  wi th  t h e  upturn  a s s i s t e d  

by an expected eas ing  of mortgage market cond i t ions  and s t r o n g  underlying 

demands. 

In  the  bus iness  f ixed  investment s e c t o r ,  expendi tures  i n  r e a l  t e r m s  

a r e  es t imated t o  have dec l ined  a t  about  a 6 percent  annual  r a t e  l a s t  q u a r t e r .  

To s w e  e x t e n t  the  drop r e f l e c t e d  s t r i k e  a c t i v i t y  as w e l l  a s  unusual ly  weak 

purchases of au tos  and t rucks  which were b o l s t e r e d  i n  t h e  q u a r t e r  e a r l i e r  

by dea ler  d i scounts .  Never the less ,  new o rde r s  and c o n t r a c t s  gene ra l ly  have 

been f l a t  i n  nominal terms s i n c e  t h e  s p r i n g  and d e c l i n i n g  f i n a l  s a l e s  and 

r i s i n g  u n u t i l i z e d  c a p a c i t y  i s  l i k e l y  t o  induce some trimming of expendi ture  
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plans .  The s t a f f  i s  fo recas t ing  a moderate dec l ine  of bus iness  investment 

spending i n t o  mid-1981. 

A number of changes have been incorporated i n  t h e  f e d e r a l  s e c t o r  

ou t look  i n  t h e  cu r ren t  fo recas t .  A w i n d f a l l  p r o f i t s  t ax  has  been included 

which adds on n e t  about $5 b i l l i o n  t o  revenues i n  calendar  yea r  1980 and 

about  $10 b i l l i o n  i n  1981. I n  a d d i t i o n  we have assumed t h e  scheduled s o c i a l  

s e c u r i t y  t a x  changes i n  January 1981 w i l l  be implemented, and these  w i l l  add 

about  $18 b i l l i o n  t o  r e c e i p t s  i n  t h a t  year .  

i s  assumed, c o n s i s t e n t  w i th  t h e  a d m i n i s t r a t i o n ' s  present  p lans  i n  i t s  f o r t h -  

coming budget proposal. Overa l l  t h e r e  i s  cons iderable  f i s c a l  r e s t r a i n t  b u i l t  

i n t o  the  s t a f f  f o r e c a s t ,  a key f o r c e  moderating t h e  p ro jec t ed  s i z e  of the 

economic recovery i n  1981. 

No d i sc re t iona ry  f i s c a l  s t imulus  

The pro jec ted  d e c l i n e  i n  r e a l  GNP t h i s  year--2-1/4 percent--and 

s lugg i sh  growth of only 1-1/4 pe rcen t  i n  1981 i s  c o n s i s t e n t  w i th  growing 

s l a c k  i n  l abor  and product markets  throughout the  f o r e c a s t  per iod.  The 

unemployment r a t e  i s  pro jec ted  t o  be around 8 pe rcen t  l a t e  t h i s  year  and 

d r i f t  h igher  i n  1981. Manufacturing capac i ty  u t i l i z a t i o n  l a s t  q u a r t e r  i s  

es t imated  t o  have been a l i t t l e  over  84 percent ,  down about 2 - 1 / 2  percentage  

p o i n t s  from e a r l y  i n  1979, and u t i l i z a t i o n  r a t e s  a r e  expected t o  d r i f t  below 

80 percent  by 1981. 

The growing s l a c k  i n  marke ts  i s  expected t o  have some damping 

in f luence  on i n f l a t i o n .  But achiev ing  cons iderable  improvement i n  p r i c e  

performance i s  l i k e l y  t o  be a slow process .  

l a r g e  compensation inc reases  and poor p r o d u c t i v i t y ,  which toge the r  r e s u l t  i n  

l i t t l e  reduct ion  i n  u n i t  l abo r  c o s t s .  I n  1981 p ro jec t ed  compensation i s  he ld  

up by the huge scheduled inc rease  i n  s o c i a l  s e c u r i t y  taxes  which w i l l  l i k e l y  

feed  through t o  p r i c e s  r a t h e r  qu ick ly .  

adverse ly  by energy p r i c e  developments over  the e n t i r e  f o r e c a s t  

The s t a f f  f o r e c a s t s  cont inuing  

I n f l a t i o n  r a t e s  a l s o  a r e  a f f e c t e d  



-4- 

period.  W e  have assumed a r ise  i n  imported o i l  p r i c e s  of 32 percent  t h i s  

year  and domestic o i l  pr ices--given world o i l  p r i c e  assumptions and cont inuing 

decon t ro l  of domestic crude pr ices- -a re  expected t o  r ise by about 60 percent .  

I n  l i g h t  of these  developments, and our economic f o r e c a s t ,  i t  seems un l ike ly  

t h a t  the g r o s s  bus iness  product f i x e d  weight d e f l a t o r  w i l l  be below 8 percent 

i n  the  f o r e c a s t  period. 



FO?K R r i c f i n g  
S .  11. A x i l r o d  
J n n u , ? r y  9 ,  1980 

Thi  s h o r t - r u n  a l t i r n n t i  p r e s c n t t d  f o r  Committee c o n s i d e r a t i o n  

f o c u s  on growth o f  thc.  monc'tary a g g r e g a t e s  o v c r  t h e  thrcc-month p e r i o d  from 

Dccc.mbcr t o  Tlarch. I n  t h i s  p e r i o d  the demand f o r  na r rowly  d c f i n c d  money 

i s  c x p c c t e d  to  bc  r e l a t i v e l y  w c a k ,  r c f l i c t i n g  the s t a f f ' s  p r o j e c t i o n  of a 

f i r s t - q u a r t i r  r i s e  i n  nominal GNP of l e s s  t h a n  5 p e r c e n t  a t  an a n n u a l  r a t e .  

Thus,  t l i i  odds a r e  h igh  t h a t  t h e  F e d e r a l  t u n d s  r a t e  and o t h e r  i n t e r e s t  r a t e s  

would d c c l i n e  ove r  t he  n e x t  few month5 u n l e s s  the Committee t a r g e t s  a 

r c l a t i v c l y  1013 N-1 growth. T h c  6 p c r c e n t  t a r g e t  sugges t ed  under a l t e r n a t i v e  A 

s c m s  l i k f l y  to  i ' n t a i l  a r a t h t , r  s u b s t a n t i a l  nea r - t e rm d r o p  of i n t e r e s t  r a t e s ,  

and t h e  5 p c r c e n t  t a r g c t  of a l t c r n a t i v e  B l e s s  of a d r o p ,  w h i l c  t h e  4 p e r c e n t  

t a r g c t  of  a l t e r n a t i v e  C might l e a d  t o  l i t t l e ,  i f  any,  d r o p .  

A l l  t h r e e  a l t e r n a t i v e s  a r e  l i k e l y  t o  be a s s o c i a t e d  w i t h  c o n t i n u i n g  

r e l a t i v c l y  modcrate growth i n  t h c  b r o a d e r  a g g r e g a t e s  -- t h a t  i s ,  w i t h  growth 

w e l l  w i t h i n  t h c  Comrnittce's l o n g e r - r u n  r a n g e s .  The l o w e s t  F e d e r a l  f u n d s  r a t e  

a n t i c i p a t e d  a t  this t ime would be around 10 p e r c e n t ,  unde r  a l t e r n a t i v e  A ,  and 

t h a t  r a t e  i s  n o t  l i k e l y  t o  c n t a i l  any s u b s t a n t i a l  r e i n t e r m e d i a t i o n  of f u n d s  

through banks and t h r i f t  i n s t i t u t i o n s .  Moreover ,  t h e  a g g r e g a t e  f i n a n c i a l  a s s e t  

accumula t ion  i s  i n  any e v e n t  l i k e l y  t o  he c o n s t r a i n e d  by d e c e l e r a t i o n  of  

growth i n  d i s p o s a b l e  p e r s o n a l  income and a p e r s o n a l  s a v i n g  r a t e  r e m a i n i n g  

on t h e  low s i d e .  

The p r o j e c t e d  s h o r t - r u n  i n t e r e s t  r a t e  b e h a v i o r  of t h e  v a r i o u s  

a l t e r n a t i v e s  d o e s ,  however, have i m p l i c a t i o n s  f o r  t he  p a t t e r n  o f  i n t e r e s t  

r a t e s  o v c r  t h e  remainder  of t h e  y e a r  a n d ,  a s  a p r a c t i c a l  m a t t e r ,  f o r  t h e  

p r o b a b i l i t y  of  a t t a i n i n g  any p a r t i c u l a r  l o n g - r u n  money t a r g e t .  F o r  c x a m p l e ,  

r e l a t i v e l y  h i g h  money growth and r e l a t i v e l y  low i n t e r e s t  r a t e s  e a r l y  t h i s  

y e a r  -- when economic a c t i v i t y  and demand f o r  money i s  p r o j e c t e d  t o  be w e a k e s t  
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i n  any c v c n t  - -  w o u l d  i m p l y  a n e e d  f o r  r i l n t i v e l y  h i g h  i n t c r c s t  r a t e s  l a t e r  

i n  thc. ) .car ,  pe rhaps  s h a r p l y  h i g h c r  dc,pcnding on t h e  longe r - run  t a r g e t  

chosen  b y  t h c  Conunittee, i f  t h e  supp ly  of moncy i n  t h e  l a t t e r  p a r t  o f  t h e  

y e a r  i s  t o  h r  kc p t  1.01~ cnough t o  keep growth w i t h i n  t h e  e a r l y  t a r g e t .  

For e x m p l e ,  i f  t h e  Committee shows a r a t e  o f  El-1 growth f o r  t h e  y e a r  

a s  101,: a s  5% p e r c e n t ,  s e l e c t i o n  ot rl G p e r c e n t  >I-1 growth o v e r  t h e  n e x t  

t h r e e  months would mean t h a t  a c o n s i d e r a b l e  d e c e l e r a t i o n  of $1-1 would be 

r e q u i r t d  i n  t h i  sccond l i n l f  of  t h e  y e a r .  B u t  a t  t h a t  t ime nominal  GNP growth 

might h 3 v ~  a c r c l i r n t i - d  t o  t h e  8 t o  9-112 p e r c e n t  a r e a ,  o r  p o s s i b l y  h i g h e r .  

Pioncy d c m n d  would havc s t r e n g t h e n e d  c o n s i d e r a b l y  f u r t h < , r ,  r c q u i r i n g  a 

F e d e r a l  funds r a t c  r c t u r n i n g  pe rhaps  t o  t h e  1 5  p e r c e n t  a r e a  t o  s u p p r e s s  M-1 

growth i n  t h e  second h a l f  i n  f a c e  of  such  s t r o n g  demands. However, s o  h i g h  

a l e v e l  o f  r a t e s  a t  t h a t  t ime would have t h e  d i s a d v a n t a g e  of g r e a t l y  i m p e r i l i n g  

t h e  beg inn ings  of  r ccovc ry  i n  economic a c t i v i t y  now p r o j e c t e d  f o r  e a r l y  1981. 

Such c o n s i d e r a t i o n s ,  n o t  t o  ment ion problems t h a t  migh t  be g e n e r a t e d  

f o r  t h c  d o l l a r  on fxchange m a r k e t s ,  c o m p l i c a t e  t h e  problems o f  s e t t i n g  a 

s h o r t - r u n  moncy supp ly  t a r g e t  a t  a t ime when the Committee may a l s o  be w i s h i n g  

t o  c u s h i o n  d c c l i n c s  t h a t  may be o c c u r r i n g  i n  economic a c t i v i t y .  O f f s e t t i n g  

such d c c l i n c s  might  a r g u e  f o r  a c c e l e r a t i n g  money growth from i t s  r e c e n t  

pace ,  b u t  an  a c c e l e r a t i o n  t o  t h e  6 p e r c e n t  pace of a l t e r n a t i v e  A would 

p robab ly  wcnkc,n t h e  d o l l a r  on exchange marke t s  a n d ,  a s  no ted  above ,  make 

i t  d i f f i c u l t  i n  p r a c t i c e  t o  a t t a i n  a l o n g e r - r u n  F I - 1  t a r g e t  t h a t  was s i g n i f i -  

c a n t l y  lover f o r  t h e  y e a r  w i t h o u t  i m p e r i l i n g  economic r e c o v e r y .  On t h e  o t h e r  h a n d ,  

i h e  Li p e r c e n t  P1-1 growth of  a l t e r n a t i v e  C cou ld  a c c e n t u a t e  d e v e l o p i n g  

economic wcakness i f  i t  were i n  p r a c t i c e  a s s o c i a t e d  w i t h  no o r  l i t t l e  

i n t e r c s t  r a t e  d e c l i n c  a n d ,  t h e r e f o r e ,  k e p t  market  r a t e s  above a d e c l i n i n g  
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e x p e c t e d  r e t i i i ~ i i  on i n v e s t m e n l .  l loiwvcr .  t h c  1010 growth h a s  t h e  a d v a n t a g e  o f  

p r o v i d i n g  a h i t  niore scope  f o r  r i n a n c i n g  t h e  s t r o n g e r  expans ion  o f  nomina l  

G N P  c x p c c t f d  l a t e r  in t h e  y e a r ,  and € O K  more a s s u r i n g  t h e  l e v e l  o f  r a t e s  l a t e  

i n  t h e  y e a r  needed t o  promote r e c o v e r y  i n  1981. Eloreover ,  a r e l a t i v e l y  

modes t  growth  would n o t  a p p c a r  t o  be p a r t i c u l a r l y  i n c o n s i s t e n t  w i t h  t h e  

r educed  l o n g e r - r u n  grovt l i  t a r g e t  t h a t  a p p e a r e d  t o  e v o l v e  o u t  of  t h e  Commi t t ee ' s  

p r e l i m i n a r y  d i s c u s s i o n  y e s t e r d a y .  

A l t e r n a t i v e  P, c a n  b e  viewed a s  someth ing  l i k e  a compromise be tween  

t h e s e  n o t  r e a l l y  v e r y  wide  e x t r e m e s ,  t hough ,  a s  compared w i t h  a l t e r n a t i v e  C ,  

i t  might  more p r o b a b l y  b e  c o n s i s t e n t  w i t h  some e a r l y  d e c l i n e  of  i n t e r e s t  

r a t e s  t o  l i c l p  c u s h i o n  t h e  p r o s p e c t i v e  weakness  o f  economic a c t i v i t y .  

I s h o u l d  add t h a t  some c o m b i n a t i o n  of a l t e r n a t i v e s  R and C i s  

a l s o  a p o s s i b l e  p o l i c y  c o u r s e  o v e r  t h e  n e s t  few months .  The Committee 

migh t  c o n s i d e r  t a r g e t i n g  a growth r a t e  o f ,  say, 5 p e r c e n t  f o r  > I - 1  in t h e  

f i r s t  q u a r t e r .  b u t  i n d i c a t e  i t s  w i l l i n g n e s s  t o  a c c e p t  a growth r a t e  o f  a s  

low a s ,  s a y , 4  p e r c e n t  i f  t h a t  growth r a t e  t u r n e d  o u t  t o  be  c o n s i s t e n t  

w i t h  some' d e c l i n e  i n  marke t  r a t e s ,  a s  it migh t  i f  t h e r e  i s  some downward 

s h i f t  i n  money demand e x t e n d i n g  i n t o  t h e  e a r l y  p a r t  o f  t h i s  y e a r .  




